Benefits of financial market integration include cheaper and alternative options of saving and borrowing for households and entrepreneurs. In the global financial market, asset choices for households widen so that individuals can manage their idiosyncratic income risk more effectively. On the other hand, financial market integration makes investors who hold foreign assets more vulnerable to global financial shocks. In the recent financial crisis, financial market distress which initially arose in the U.S. had an enormous impact on the peripheral countries. This example shows that the strong shock propagation occurs via integrated financial markets. The existing literature shows that financial market integration has a sizable impact not only on business cycles in the short run, but also on economic growth in the long run. However, there has been little attention to income distribution, specifically in related to the financial market integration. In this paper, we fill the void in the literature by focusing on the following two stylized facts: income inequality has been exacerbated in most countries over the past two decades, and the financial market has been integrated across countries during the same period. In particular, we answer three research questions to investigate the relationship between the two facts. First, how does financial market integration affect income inequality? Second, how do financial market integration and financial market development interact to change income inequality? Third, what components do theoretical model need to explain the interaction effect of financial market development and integration on income inequality? We test hypotheses that the effect of financial market openness on inequality is conditional on the level of domestic financial market development when the financial market opens. An empirical study with panel data comprised of 174 countries for the period 1995-2017 finds that the overall effect of financial integration on income inequality is nonlinear. Financial market integration creates the intensive and extensive margins of credit supply which may depend on the development level of financial market disproportionally. This paper uncovers a novel empirical evidence that financial market integration and financial market development interact to change income inequality. When other things are controlled, the effect of financial market integration on income inequality depends on financial market development. In a country with underdeveloped financial market, income inequality gets worse as financial 4 Financial Market Integration and Income Inequality market opens. On the other hand, when financial market is highly developed, the effect of financial market openness on income inequality is mostly insignificant in a statistical sense. The results are still valid with different measures of financial market development, integration, and income inequality. We check that the results are robust as an endogeneity issue among financial market development and integration is controlled. We also suggest some important structures for the conventional economic model to account for our empirical finding as theoretical implications. Based on these implications, extensions of the conventional small open economy model with financial constraints having suggested components such as heterogeneous holdings of foreign assets across income and asset levels and entrepreneurial shocks will be necessary to understand an interaction of financial market openness and domestic market development on the distribution of income in a country. Our finding also echoes that studying an economic mechanism in which economic growth, financial market outcomes, and inequality are endogenously determined.
Executive Summary
Benefits of financial market integration include cheaper and alternative options of saving and borrowing for households and entrepreneurs. In the global financial market, asset choices for households widen so that individuals can manage their idiosyncratic income risk more effectively. On the other hand, financial market integration makes investors who hold foreign assets more vulnerable to global financial shocks. In the recent financial crisis, financial market distress which initially arose in the U.S. had an enormous impact on the peripheral countries. This example shows that the strong shock propagation occurs via integrated financial markets. The existing literature shows that financial market integration has a sizable impact not only on business cycles in the short run, but also on economic growth in the long run. However, there has been little attention to income distribution, specifically in related to the financial market integration. In this paper, we fill the void in the literature by focusing on the following two stylized facts: income inequality has been exacerbated in most countries over the past two decades, and the financial market has been integrated across countries during the same period. In particular, we answer three research questions to investigate the relationship between the two facts. First, how does financial market integration affect income inequality? Second, how do financial market integration and financial market development interact to change income inequality? Third, what components do theoretical model need to explain the interaction effect of financial market development and integration on income inequality? We test hypotheses that the effect of financial market openness on inequality is conditional on the level of domestic financial market development when the financial market opens. An empirical study with panel data comprised of 174 countries for the period 1995-2017 finds that the overall effect of financial integration on income inequality is nonlinear. Financial market integration creates the intensive and extensive margins of credit supply which may depend on the development level of financial market disproportionally. This paper uncovers a novel empirical evidence that financial market integration and financial market development interact to change income inequality. When other things are controlled, the effect of financial market integration on income inequality depends on financial market development. In a country with underdeveloped financial market, income inequality gets worse as financial 
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Financial Market Integration and
Income Inequality
Introduction
Over the past decades, financial markets have become integrated across countries. Benefits of financial market integration include cheaper and alternative options of saving and borrowing for households and entrepreneurs. In the global financial market, asset choices for households widen so that individuals can manage their idiosyncratic income risk more effectively. On the other hand, financial market integration makes investors who hold foreign assets more vulnerable to global financial shocks. In the recent financial crisis, financial market distress which initially arose in the U.S. had an enormous impact on the peripheral countries. This example shows that the strong shock propagation occurs via integrated financial markets.
The existing literature shows that financial market integration has a sizable impact not only on business cycles in the short run, but also on economic growth in the long run. However, there has been little attention on income distribution, specifically in related to the financial market integration. In this paper, we fill the void in the literature by focusing on the following two stylized facts: income inequality has been exacerbated in most countries over the past two decades, and the financial market has been integrated across countries during the same period 1 . In particular, we answer three research questions to investigate the relationship between the two facts. First, how does financial market integration affect income inequality? Second, how does financial market integration and financial market development interact to change income inequality? Third, what components do theoretical model need to explain the interaction effect of financial market development and integration on income inequality?
Why does financial market development matter to understand the effect of financial market integration on economic systems? The standard neoclassical growth model of a small open economy treats financial market integration as a synchronization of the domestic interest rate with the world interest rate. Since interest rates in developing countries are mostly higher than the interest rate of the international bond market, financial market integration of emerging countries into the global financial market is considered as lowering an interest rate due to more accessible credit in economic theory. In this sense, financial market openness would have the similar effect of domestic financial market development on economies. Also financial market integration allows more diverse financial securities that one can deal with so that the financial market would become more complete. More complete financial market is likely to decrease precautionary savings so that income inequality might be lower.
Nevertheless, there is a controversy in empirical studies on the relationship between financial market integration and income inequality, specifically it is about whether the financial market integration and development have the same effect on economic systems and the distribution of income in the systems. Some empirical studies show that financial globalization is associated with an increase in income inequality while the others find counter-evidences. At least, it is hard to tell that the 1. Introduction 11 effect of financial globalization on income inequality is linear.
How the effect of financial integration on income inequality can be different from the effect of financial market development? First, even the effect of financial market development on inequality is unclear due to different mechanisms of operating across borrowers and lenders. Following Demirgüç-Kunt and Levine (2009), separating margins of financial market development is useful to understand the different mechanisms. The intensive margin of financial market development rises because cheaper credit becomes available for people who have already participated in the financial market. Inequality gets worsen because of the intensive margin effect. On the other hand, financial market development allows newly available financial services for borrowers or lenders who have been excluded from financial market. The extensive margin effect enhances inequality.
Financial market openness also works on the extensive and intensive margins. Financial market integration allows households and firms that have already employed financial services to have diverse sources of insuring risks, while outsiders face more income risks without hedging tools if financial market participation structure is conservative. Especially diversification opportunities become more valuable as agents have different saving and investment motivations such as precautionary saving for idiosyncratic risk, permanent income hypothesis-base saving motive, or self-financing motive to avoid using expensive external finance. As conventional economic theory suggests, cheaper and more credit from international market can enrich potential market participants who have not been employing financial services with a newly access to financial market.
We test hypotheses that the effect of financial market openness on inequality is conditional on the level of domestic financial market development when the financial market opens, and the overall effect of financial integration on income inequality is nonlinear. Financial market integration creates the intensive and extensive margins of credit supply which may depend on the development level of financial market disproportionally. 2 This paper finds a novel empirical evidence that financial market integration and financial market interact to change income inequality. Specifically, the effect of financial market integration on income inequality is nonlinear and depends on financial market development level. Opening financial market worsens income inequality in the countries holding the underdeveloped state of financial market, however, the effect of capital account openness on income inequality is statistically insignificant in the countries with developed financial market.
The idea behind the hypotheses is that financial market openness does not guarantee more abundant credit in domestic credit market. In general, capital inflow from foreign markets to domestic market takes place. Capital outflow also occurs especially when domestic agents prefer foreign assets to domestic assets for some reasons. As domestic financial market is more developed and deeper, capital inflow tends to be larger while capital outflow tends to be smaller. Net capital inflow can be negative when domestic financial market is underdeveloped so it tends to exclude current participants in credit market and the cost of fund can rise even with integrated financial market. The effect may be more severe to marginal participants in the financial market.
The structure of the rest of this paper is as follows. Next section surveys the related literature. In Section III, we conduct an empirical study to find a relationship between inequality and financial market openness and perform robustness check tests to rebut possible claims on empirical specification. Section IV discusses the result and suggests economic intuitions for the results as theoretical implications. Section V concludes.
2. Literature Review 13
Literature Review
The relationship between inequality and economic growth is one of the oldest economic research questions in economic history but it still attracts the attention of economists. Kuznets (1955 Kuznets ( , 1963 pioneers the research on this uncovered question with economic data. Recently, Lundberg and Squire (2003) investigate the relationship between inequality and economic growth and find fundamental variables that influence both inequality and growth simultaneously. García-Peñalosa and Turnovsky (2006) emphasize that economic growth and income distribution are endogeneously determined in the economic system. They develop an endogenous growth model à la Romer (1986) with the heterogeneity of agents that allows the distribution of income and other resources across agents. In their model income inequality stems from how each agent allocates their time resource between work and leisure for given their own relative wealth. Turnovsky (2015) expands the canonical model with public investment decision and provides an analytical tool to investigate the distributional consequences of macroeconomic policy and other exogenous shocks in a closed economy.
Economic literature that introduces heterogeneity of households in macroeconomic model also studies the source of inequality. Major difference of this literature to the former one is that ex-ante each economic agent is identical but still the distribution of income and asset holding arises due to uninsurable idiosyncratic shocks. Huggett (1993) and Aiyagari (1994) , following Bewley (1986) and Imrohoroğlu (1989) first study the general equilibrium models of wealth inequality based on uninsurable idiosyncratic risk. Krusell and Smith (1998) incorporate aggregate shocks in a heterogeneous agent general equilibrium model. Castañeda, Dıáz-Giménez, and Rıós-Rull (1998) employ a neoclassical growth model with heterogeneous households to study the U.S. income distribution dynamics. Caselli and Ventura (2000) introduce consumer heterogeneity into representative consumer growth models to examine the distribution of consumptions, assets, and incomes.
The relationship between globalization and inequality has been recently highlighted in the economic literature as the world economy has been more integrated. Most literature that studies the effect of globalization on inequality focuses on the effect of goods market openness, i.e., international trade on inequality. There is a long line of literature studying the relationship between trade and inequality. 3 Recent research focuses on mechanisms of international trade affecting income across industries, occupations, and locations as the impact of international trade on jobs has surged as one of the most controversial issues in politics over the recent decade. Even though international trade theorists have large literature that supports trade liberalization increases social welfare, but a fear of unemployment is still the strongest reason for objection to trade. Davidson, Martin, and Matusz (1999) , , Helpman, Itskhoki, and Redding (2010) and many papers introduce search and matching friction in the labor market to traditional international trade model that assumes frictionless adjustment in factor inputs and find a mechanism how trade changes sectoral productivity and demands for input, so that affects income distribution and unemployment.
A few recent studies examine the effect of both trade and financial openness on inequality. Jaumotte, Lall, and Papageorgiou (2013) find mostly insignificant effect of globalization in trade and finance on income inequality with a panel of 51 countries over a period from 1981 to 2003. They explain the insignificance comes from that trade and financial liberalization have offsetting effects: While technological progress and trade tend to decrease inequality, financial liberalization has the opposite effect, i.e., inequality worsened. Lim and McNelis (2016) suggest a model of small open economy with heterogenous agents earning different incomes, which follows Turnovsky (2015) , and production technology using traded and non-traded goods. 4 They argue that empirical evidence on the relationship between inequality and globalization is ambiguous because the relationship depends on the stage of economic development represented by the mixture of production source between traded and non-traded goods in the model. In their model, more integration of goods and financial markets tend to improve inequality for economies which have attained a sufficient level of economic development and the nature of the production structure such as high capital-intensity and low imported intermediate goods content in production that may lead high income growth. Access to imported goods and foreign capital resources can enhance marginal product of labor that decreases income inequality in the model. Kim et al. (2017) survey the literature on inequality and globalization and use a country-level panel data to show trade liberalization improves income distribution in South Korea while capital liberalization increases income share of top percentile so that inequality is deteriorated. Grossman and Helpman (2018) more rigorously investigate the link between trade and inequality with their novel model that extends endogenous growth model with firm and worker heterogeneity and positive assertive matching mechanism between heterogeneous firms and workers. Their model suggests a complicate interaction among international knowledge spillovers, trade in intermediate goods, and capital mobility across countries.
Some recent papers that find nonlinear relationship between financial market integration, financial market development, and inequality have similar finding to our evidence in different assumptions and environments. Kunieda, Okada, and Shibata (2016) perform a panel study to argue that the effect of financial market development on inequality depends on the international integration of domestic financial markets with the global financial market. They argue that financial market development widens inequality if domestic financial market is categorized an open economy, while inequality is reduced as financial market matures in a closed economy. Abiad, Oomes, and Ueda (2008) empirically find financial liberalization strengthens the efficiency of allocation in a financial market, more than financial market deepening so that inequality narrows as financial market opens. Kose, Prasad, and Taylor (2011) support a hypothesis that there are threshold levels of financial market development in terms of institutional quality where financial market openness improve income distribution. In particular, the financial market development reduces the costs of financial market openness such as a probability of financial crisis and increases its benefit like better source for consumption smoothing. Kim, Lin, and Suen (2011) also find a nonlinear relationship between financial development and income inequality. They separate financial market development from financial depth and argue that financial depth reduces income inequality only if the country has exceeded a certain level of financial development. Bumann and Lensink (2016) is one of the closest studies to our work. They empirically find that capital market liberalization tends to improve income inequality only if the level of financial depth as measured by relative size of private credit supply in a market is sufficiently high. They also build a model with different scenarios of liberalizing banking sectors. In the model, banking sector liberalization enhances financial market efficiency that decreases inequality. The effect of financial liberalization on financial market efficiency, which is defined as the difference between lending and deposit rates, is positive only if financial market is sufficiently deepened. Thus, overall the effect of banking sector liberalization on inequality is ambiguous but the effect conditional on financial depth is not.
Empirical Analysis
The panel data used comprise 174 countries for the period 1995-2017. We examine the impact of capital account openness on income inequality and investigate whether this effect varies with the degree of financial market development.
3-1. Variables and Data
The income inequality measure used in the analysis is the Gini coefficient. We collect the Standardized World Income Inequality Database (SWIID) from Solt (2016) . There are two types of Gini coefficients: market income Gini coefficient and disposable income Gini Coefficient. The Gini coefficient based on disposable income is used in our baseline empirical model, and market income Gini coefficient is used for a robustness test.
Main explanatory variables are capital account openness and financial development measures. We use a de-jure financial openness measure from Fernańdez et al. (2016) . This reflects a capital control indicator constructed based on IMF's AREAER (Annual Report on Exchange Arrangements and Exchange Restrictions). A de-facto financial integration measure used in the robustness check is constructed following Lane and Milesi-Ferretti (2001) . This is a quantity based financial integration measure defined by the ratio of foreign assets and liabilities to GDP. Variables measuring the financial development level are liquid liabilities in the baseline model, and private credit and stock market capitalization are used in the robustness test. Those are all expressed in terms of percentage of GDP. Other control variables that might affect income inequality are trade integration, employment in agriculture sector, export ratio of high technology products, CPI inflation rate, primary school enrollment, and government expenditure on education. The description and source of variables are presented in Table 1 . 
3-2. Empirical Specification
The empirical model specification is given by Equation (1). The square term of GDP per capita, , is included to test the Kuznets hypothesis. According to Kuznets (1955) the relationship between states of economic development and income inequality is nonlinear. Income inequality gets worsen at early stages of economic development, but income inequality gets improved as an economy reaches its steady state. Kuznets hypothesis expects the inverse-U shape relationship of Gini coefficient and GDP per capita, which results in a positive estimate for and a negative estimated coefficient for . In addition to the Kuznets hypothesis, Piketty and Saez (2003) find that income inequality has worsened in most advanced countries since 1970s. To capture Picketty and Saez (2003)'s finding, we include the cubic term of GDP per capita, , as expecting to have a positive coefficient with a sufficient condition on other terms in our model specification.
The subscript i and t represent country i and year t, respectively. _ denotes capital market restriction measure reflecting capital account openness taken from Fernańdez et al. (2016) . _ denotes liquid liabilities representing the degree of financial market development. The interaction terms of the two variables, _ × _ is also included. The coefficient of the interaction term is expected to be negative meaning that the impact of capital account openness on income equality is nonlinear, specifically opening capital market worsens income inequality at the low degree of financial development, but opening capital market improves income inequality at the high degree of financial development.
denote other control variables such as trade integration measure, employment in agriculture sector, export ratio of high technology products, CPI inflation rate, primary school enrollment, and government expenditure on education. and denote time fixed effects and country fixed effects, respectively. Summary statistics are reported in Table 2 .
3-3. Empirical Results
In Section 3, we discuss the empirical result based on Equation (1). This empirical model includes the financial development measure( _ ), financial openness index( _ ), and the interaction terms of those two variables. We also conduct a panel regression in which we use financial development measure, _ , to divide sample countries into four groups, and then examine how capital account openness affects income inequality in each country group.
The main empirical result based on Equation (1) is presented in Table 3 . The result confirms the Kuznets hypothesis and Picketty and Saez (2003) , which has three real roots with a positive coefficient on the cubic term. 5 The result also shows that the financial development and capital account openness are associated with the increased income inequality, but the estimated coefficient of interaction terms of those two variables turns out to be negative, which supports our research hypothesis. We can calculate a threshold point of the degree of financial market development to change the effect of financial market openness on income inequality when other things are fixed. For example, in model (4) solving + _ = 0 gives the threshold of Liquid Liability/GDP = 124% which is around 95th percentile of Liquid Liability/GDP. If other variables' effects are controlled, in a country with the Liquidity Liability/GDP less than 124% financial market openness may increase the income inequality measure while in others the openness may reduce the Gini coefficient.
The size of estimates seems small, which are thousands or less, but it is important to notice that the estimates are statistically significant and most dependent variables are measure in percentages. For example, Gini coefficient in the country with 95 th percentile of Liquid Liability/GDP(=113.4%) is higher than Gini coefficient in the country with 5 th percentile of Liquid Liability/GDP(= 11.6%) by 0.027, which is relatively large compared to the mean of Gini coefficient as of 3.605. Note: Standard errors are reported in parentheses. *, **, and *** indicate significance at the 10, 5, and 1-percent levels, respectively. Note: Time and country fixed effects are included. Standard errors are reported in parentheses. *, **, and *** indicate significance at the 10, 5, and 1-percent levels, respectively.
As Table 4 shows, the main result stays consistent when we use the Gini coefficient evaluated in market values(GINI_MKT). The estimated coefficient of the interaction term becomes insignificant when quantity-based de-facto financial integration measure, _ is used instead of _ . We also perform a panel regression over different groups by the degree of financial development. It alleviates a concern that financial market openness and financial market development may comove in the same direction. When we divide sample countries into four groups by the degree of financial development, we use the 5-year (1990~1994) averages of _ . Note that our sample period starts in 1995 so the financial market development used to divide sample countries is given information over the sample period. Countries in each group are presented in Table  5 , and the basic statistics are reported in Table 6 . Table 7 shows that the impact of capital account openness on income inequality is positive and statistically significant only in the first quartile of the degree of financial development. In other words, open capital market worsens income inequality in the first quartile country group only. Note: Year and country fixed-effects are included. Robust standard errors are reported in parentheses. *, **, and *** indicate significance at the 10, 5, and 1-percent levels, respectively.
The result from Table 7 is robust to alternative Gini coefficient, which is _ (Table 8 ). The empirical result from the different country group divided by alternative financial development measure, _ is also consistent with the result from Table 7 , though the significant coefficient of capital account is found in the 2 nd quartile of the country group, not the first quartile (Table 9 ). The country group sorted by _ turns out to be insignificant in any of 1 st and 2 nd quartile of country groups (Table 10 ). The result from Table 7 is also robust to alternative capital account openness measure, _ (Table 11) . Note: Year and country fixed-effects are included. Robust standard errors are reported in parentheses. *, **, and *** indicate significance at the 10, 5, and 1-percent levels, respectively. Note: Two-year lagged KA_ED, year and country fixed-effects are included. Robust standard errors are reported in parentheses. *, **, and *** indicate significance at the 10, 5, and 1-percent levels, respectively.
3-4. Robustness Tests
We conduct two robustness tests. Specifically focusing on a panel regression with different groups divided by the degree of financial development. First, instrumental variables are introduced in the main model to address endogeneity problems since income inequality might be able to affect the capital account openness and financial development. Second, we test whether our main result is robust to different model specifications. A dynamic panel is taken into consideration.
Instrument Variable Regression
We use instrumental variables for potential endogeneity problems. 6 One of concerns is that the dependent variable, Gini coefficient may affect explanatory variables. IVs used are dummy variables for legal system origin, classified into English common law, French commercial code, German commercial code, Scandinavian commercial code, and socialist laws from La Porta et al. (1999) . The IV regression result is presented in Table 12 , which shows that the capital account openness worsens income inequality in the first and second quartile of country group, which is consistent with the main result. Note: Year fixed-effects are included. Instrument variables are dummy variables for legal system origin, classified into English common law, French commercial code, German commercial code, Scandinavian commercial code, and socialist laws from La Porta et al. (1999) . Robust standard errors are reported in parentheses. *, **, and *** indicate significance at the 10, 5, and 1-percent levels, respectively.
Alternative Model Specification
To test the robustness of model specification we introduce the dynamic panel model. In the dynamic panel model, the lagged dependent variable is included in the set of explanatory variables. The result shows that open capital market worsens income inequality in the countries with low financial development, which is also consistent with the main result. Note: Year fixed-effects are included. Instrument variables are dummy variables for legal system origin, classified into English common law, French commercial code, German commercial code, Scandinavian commercial code, and socialist laws from La Porta et al. (1999) . Robust standard errors are reported in parentheses. *, **, and *** indicate significance at the 10, 5, and 1-percent levels, respectively.
Theoretical Implications
In previous sections, we find financial market development as a key conditional factor that interacts with financial market openness on income inequality. Our novel empirical evidence indicates that the effect of financial market integration on income inequality is nonlinear in general and depends on financial market development. As mentioned in the introduction, the conventional economic model cannot account for the nonlinear and conditional effect of financial market openness on inequality because the theory considers financial market integration similar to financial market development. Some ingredients may help economic models to support the empirical evidence shown in previous sections.
First, participation in financial market and holdings of foreign assets should be different across households. Guiso, Jappelli, and Terlizzese (1996) use the households' finance survey of the Bank of Italy to show that higher income risk and more restrictive borrowing constraint decreases the holding of risky asset of households such as foreign assets. Sanelli (2018) also shows the share of foreign securities in financial asset portfolio composition increases as households' net wealth increases using Survey on Household Income and Wealth by the Bank of Italy. The evidence suggests a possibility of heterogenous "home bias" in asset positions. 7 Limited participations in domestic financial market due to underdeveloped financial market and market inefficiency can be amplified as domestic financial market becomes integrated with global financial market due to information barrier or entry costs. 8 Theoretical literature may incorporate the mechanism of Greenwood and Jovanovic (1990) in its economic model. They introduce financial intermediaries providing assets that pay higher expected rate of return on investment from more opportunity of pooling risk and acquiring important information but charging once-and-for-all lump-sum membership cost of joining "organizational capital" based on Townsend (1978 Townsend ( , 1983 .
Introducing heterogeneity in entrepreneurship, "the degree to which the opportunity to start or own a business affects the household's saving behavior" 9 among households can have a similar result of heterogeneous home bias of international asset position across agents. Quadrini (1999 Quadrini ( , 2000 emphasize entrepreneurship for wealth concentration and different motivation of saving while financial constraint exists. Idiosyncratic process of entrepreneurial productivity shock allows different saving motivations for households with different entrepreneurial productivity. In Quadrini (2000) and Buera and Shin (2017) which extend Lucas (1978) span of control model, agents face an idiosyncratic entrepreneurial productivity shock and hold individual assets that can be used an interest earning asset or a collateral for production capital rental. Suppose one agent expects positive entrepreneurial productivity shock in the future but holds small assets so that faces a borrowing constraint. Then the would-be entrepreneur will save more than others who may want to remain as labor workers to smooth their income stream. The would-be entrepreneur is still a labor worker but she has a strong incentive to save more to overcome financial constraint as well as pooling entrepreneurial risk than other workers who have low entrepreneurial ability and want to save only for consumption smoothing. 10 Probably normal workers who want to remain as workers save little as possible because saving only transfers today's consumption to tomorrow. Financial market integration introduces several assets into the market but they are different in risks and returns. Then, households who have large assets that can be used as internal financing for production have more incentive to hold foreign assets because foreign assets that have rate of returns moving differently from domestic assets' returns are better assets for pooling domestic aggregate risks. Normal workers, would-be entrepreneurs, and entrepreneurs who have sufficient assets have different motives of saving and demands for foreign asset holdings. Buera and Shin (2017) show that capital outflows occur in transition period of structural reform due to self-financing motive of entrepreneurs and would-be entrepreneurs. 11 Another component that can be added into conventional models to support the different effects of financial market integration over inequality conditional on financial market development is financial market quality or financial depth of domestic market. Broner and Ventura (2016) shed light on the importance of domestic financial market depth in the globalization period. The probability of "capital flight" from domestic markets depends on domestic financial depth. They argue that "globalization not only adds new foreign sources of financing that are cheap but risky, also subtracts domestic source of financing that were expensive but safe." That happens because financial integration occurs two-ways: opening to not only foreign investors but also domestic investors. Since the preference over risks is different between domestic and foreign investors, opening financial market may result in net capital inflow or net capital outflow depending on domestic financial market quality and development level. In this setting, large domestic saving or financial market depth fosters foreign capital inflows. Broner and Ventura (2016) emphasize that financial market openness actually benefits emerging economies only if the countries hold relatively better institutions, more developed domestic financial markets, and high initial income per capita. Mendoza et al. (2007) also support the role of developed domestic financial market. They build a multi-country model where countries differ in the degree of asset market incompleteness and concludes that globalization can widen the distribution of wealth if financial market liberalization does not result in financial development. 12 11 Buera and Shin (2017) originally answer the allocation puzzle (Gourinchas and Jeanne 2013; Prasad, Rajan, and Subramanian 2007) on the reason of capital net outflows from fast-growing countries with dynamics of TFP from saving and investment lags. 12 Arteta, Eichengreen, and Wyplosz (2001) , Edwards (2001) , Bekaert, Harvey, and Lundblad (2005) , Alfaro, Kalemli-Ozcan, and Volosovych (2008) , Papaioannou, Yanacopulos, and Aksoy (2009), and Kose, Prasad, and Taylor (2011) support the argument of Broner and Ventura (2016) . Balmaceda, Fischer, and Ramirez (2014) also point out that the imperfect competition in financial markets in developing countries makes the markets unfair, i.e., less credit penetration as markets open. Liberalization can kick out domestic wealth entrepreneurs from the credit market if the market structure is insufficiently competitive.
Financial Market Integration and Income Inequality
Conclusions
This paper studies the effect of financial market integration on income inequality within a country that opens the financial market. We find a novel empirical evidence that financial market integration and financial market development interact to change income inequality. Specifically, the effect of financial market integration on income inequality is nonlinear and depends on financial market development level. When financial market is underdeveloped, income inequality gets worse as financial market opens. Opening financial market, however, may have ambiguous effect on income inequality in countries with developed financial market. We also suggest some important structures for the conventional economic model to account for our empirical finding as theoretical implications. Based on these implications, extensions of the conventional small open economy model with financial constraints need to include suggested components such as heterogeneous holding of foreign assets across income and asset levels and entrepreneurial shocks to understand the interaction of financial market openness and domestic market development on the distribution of income in a country. Our finding also echoes that studying an economic mechanism in which economic growth, financial market outcomes, and inequality are endogenously determined as García-Peñalosa and Turnovsky (2006) emphasize, and Grossman and Helpman (2018) reiterate recently.
